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Title  45 — Public  Welfare 

CHAPTER  I— OFFICE  OF  EDUCATION,  DE¬ 
PARTMENT  OF  HEALTH,  EDUCATION, 
AND  WELFARE 

PART  177— FEDERAL,  STATE  AND  PRI¬ 
VATE  PROGRAMS  OF  LOW-INTEREST 
LOANS  TO  VOCATIONAL  STUDENTS 
AND  STUDENTS  IN  INSTITUTIONS  OF 
HIGHER  EDUCATION 

Operation 

Notice  of  proposed  rulemaking  was 
published  in  the  Federal  Register  on 
March  25. 1975  (40  PR  13282-13285) ,  set¬ 
ting  forth  proposed  regulations  governing 
the  operation  of  the  Federal  Insured 
Student  Loan  Program  (20  U.S.C.  1071 
through  1087-1) .  Interested  persons  were 
invited  to  submit  written  cmnments,  sug¬ 
gestions,  or  objections  concerning  the 
proposed  rules  to  the  OfDce  of  Educa¬ 
tion.  The  proposed  rules  are  now  being 
ad(H>ted,  as  set  forth  below  following  the 
discussion  of  the  comments  and  the 
effective  date. 

As  explained  in  the  preamble  to  the 
proposed  rules,  the  purpose  of  these  regu¬ 
lations  is  to  clarify  the  amount  of  loss 
which  will  be  paid  by  the  Commissioner 
on  default  claims  submitted  by  lenders 
holding  loans  which  are  insiu^  imder 
the  Federal  Insured  Student  Loan  Pro¬ 
gram  (Subpart  E  of  45  C3PR  Part  177) 
and  to  specify  the  responsibilities  of 
lenders  prior  to  filing  such  claims. 

Under  the  Federal  Insured  Student 
Loan  Program  (PISLP),  the  Commis¬ 
sioner  issues  a  certificate  of  insurance 
for  a  loan  made  to  an  eligible  student  by 
an  eUgible  lender,  insuring  the  loan 
against  losses  incurred  by  the  lender  be¬ 
cause  of  the  student’s  failure  to  repay  the 
loan.  The  Act  and  the  regulations  further 
provide  that  insured  loans  may  be  trans¬ 
ferred  or  assigned  by  an  eligible  lender 
to  another  eligible  lender.  If  the  student 
fails  to  repay  the  loan,  the  holder  of  the 
loan  may  file  a  claim  with  the  Commis¬ 
sioner  to  be  reimbursed  for  the  unpaid 
balance  of  the  principal  amount  and 
interest. 

Several  questions  have  been  raised  re¬ 
garding  how  the  amount  of  the  im{>aid 
balance  of  the  loan  should  be  computed 
in  situations  in  which  the  student  bor¬ 
rower  may  have  claims  or  defenses 
which  he  could  assert  against  the  orig¬ 
inal  lender  or  a  subsequent  holder  ol  the 
loan.  Although  it  has  been  goierally  un¬ 
derstood  and  accepted  that  a  promisscHry 
note  made  under  the  FL^  Program  is 
not  a  negotiable  instnunent  and  that  a 
purchaser  of  such  a  note  cazmot  become 
a  “holder  in  due  course,’’  as  those  terms 
are  defined  by  cmnmercial  law,  questions 
have  still  remained  concerning  the 
pn^r  interpretation  and  £q>plication  of 
the  Act  and  regulaticms.  The  major  is¬ 
sues,  which  the  regulations  now  being 
adopted  address,  relate  to:  (1)  Defenses 
which  the  student  borrower  may  have 
(XHicernlng  the  origination  ot  the  loan; 
(2)  the  rights  of  a  holder  who  has  ob¬ 
tained  the  loan  by  transfer  or  assign¬ 
ment  from  the  lender;  (3)  the  treatment 
to  be  accorded  refunc^  to  which  the  stu- 
d«it  borrows-  has  become  entitled;  (4) 


the  consequences  of  an  educational  in¬ 
stitution  closing  during  an  academic 
term;  and  (5)  whethw*  a  lender  which 
is  not  an  educational  institution  but 
which  has  a  special  r^tionship  to  an 
educational  institution,  should  be  re¬ 
quired  to  assume  certain  responsibilities 
or  risks  beyond  those  of  other  nonschool 
lenders. 

A.  SUHMARY  OF  COMMENTS 

Major  areas  oi  commauters'  concerns 
were:  the  effect  that  the  regulations 
would  have  on  the  ability  of  school-lend¬ 
ers  to  sell  federally  insured  loans;  the 
impact  the  regulattons  woiild  have  on 
continued  program  participation  by 
commercial  lenders;  the  legality  of  nmk- 
ing  certain  provisk^  aivly  to  loans  cur¬ 
rently  outstanding;  the  sqzpUcahility  of 
the  regulations  to  certain  categories  (ff 
lenders;  and  a  perceived  reduction  in  the 
Federal  insiirance  protection  of  pur¬ 
chased  loans. 

A  discussion  of  the  comments  contain¬ 
ing  some  general  concerns  about  the  reg¬ 
ulations  is  set  forth  below,  followed  by 
a  discussion  of  more  specific  comments, 
arranged  in  the  order  by  which  they  re¬ 
late  to  sections  of  the  regulations. 

B.  General  Concerns 

Comment.  Several  commenters  seemed 
to  think  that  the  proposed  rules  applied 
to  loans  guaranteed  by  State  or  private 
nonprofit  agmcies. 

Response.  These  regulations  apply 
only  to  loans  insured  by  the  Commis¬ 
sioner  imder  the  Federal  Insured  Stu¬ 
dent  Loan  Program  (FISLP) . 

Comment.  Several  cmnmenters  {q;^]ar- 
ently  thought  that  all  of  the  proposed 
rules  were  to  apply  to  all  loans  made  un¬ 
der  the  FISLP.  including  loans  made  by 
lenders  whiih  neither  are  educational 
institutions  nor  have  “special  relation¬ 
ships’’  (as  defined  in  $  177.52(c) )  with 
educational  institutions. 

Response.  The  major  thrust  of  the 
new  regulations  is  to  clarify  the  amount 
of  loss  the  Cmnmissioner  will  pay  on  de¬ 
fault  claims  on  loans  originate  by  edu¬ 
cational  institutions  acting  in  the  ca¬ 
pacity  of  lenders  or  by  lenders  having 
“special  relationships”  with  educational 
institutions  in  cases  involving  unmade 
tuition  refunds  or  school  closings. 

The  following  parts  of  the  new  regu¬ 
lations  do  not  apply  to  loans  made  by 
lenders  which  neither  are  educational 
institutions  nor  have  “special  ration- 
ships”  with  educational  institutions: 

The  second  and  third  sentences  of 
§  177.44(b)  and  all  of  $  177.52  (b) 

and  (c). 

Thus,  the  new  regulations  should  not 
impair  the  transferability  of  loans  made 
to  students  by  commercial  Imdors  not 
having  “special  relationships”  with  edu¬ 
cational  institutions. 

Comment.  Several  cimunenters  thought 
the  proposed  rules  would  impede  the  sale 
of  loans  and  restrict  the  amount  of  avail¬ 
able  funds  for  loans. 

Response.  The  Commissioner  does  not- 
seek  to  impede  the  sale  of  loans,  nor  to 
restrict  available  funds  for  loans,  but  to 


address  program  abuses.  These  regida- 
tions  attenmt  to  deal  with  certain  spe¬ 
cific  problems  that  have  been  idoitified 
in  the  administratkm  of  the  program. 
The  purpose  of  these  regulations  is  to 
have  Iraders  rect^nize  both  the  defenses 
which  can  be  raised  against  loan  paper 
and  their  responsibility  to  exorcise  pru¬ 
dent  business  practices  in  making  and 
purchasing  such  loans. 

Comment.  Some  commenters  com¬ 
plained  about  the  complexity  of  the  regu¬ 
lations. 

Response.  ’These  regulations  are  writ¬ 
ten  to  meet  the  needs  of  a  large  and  com¬ 
plex  national  program,  while  betog  as 
clear  as  possible.  ’They  introduce  an  ele¬ 
ment  of  certainty  which  heretofore  was 
lacking  in  an  area  where  certainty  is  es¬ 
sential  from  the  standpoint  of  the  lender 
community.  It  is  hc^ied  that  the  regula¬ 
tions  will  enable  lenders  to  act  in  full 
recognition  of  the  posture  of  the  Office 
of  Education  with  respect  to  important 
program  matters. 

Comment.  A  few  commentois  viewed 
the  regulations  as  a  reduction  in  the  cov¬ 
erage  of  the  Federal  guarantee  on  stu¬ 
dent  loans. 

Response.  If  it  meets  certain  require¬ 
ments  (particularly  at  20  n.S.C.  1077)  a 
promissory  note  made  under  the  FIBL 
Program  may  be  insured  against  a  stu¬ 
dent’s  failure  to  repay.  This  insured  note 
is  not  a  negotiable  instrument,  and  a 
subsequent  purchaser  is  not  a  “holder  In 
due  course.”  The  loan  guarantee  remains 
unchanged;  these  regulations  merely 
clarify  the  method  of  confuting  the 
amount  of  loss  on  eligible  d^aulted  loans. 
With  regard  to  transfers  of  loans,  the 
CTommissioner  does  not  extend  a  greater 
guarantee  to  the  loan  purchaser  than 
was  due  the  originating  lender. 

C.  Specific  Comments 

1.  section  177.44(b) — ^ELIGIBILITY  FOR 
INSURED  LOANS 

Comment.  Several  commenters  made 
statements  to  the  effect  that  once  the 
Commissioner  has  approved  a  loan 
cation,  the  loan  acquires  a  protected  sta¬ 
tus  such  that  a  commercial  Imder  which 
purchases  a  schod-made  loan  should  be 
able  to  assume  that  basic  digibility  re- 
quiremmts  have  been  met. 

Response.  In  approving  a  loan  aiHiUca- 
tion  the  Commissioner  agrees  that  to  the 
extent  that  applicstole  requirements  are 
met  and  the  student  borrower  has  a  legal 
obligrttion  to  rmay  a  loan,  that  oUigatiim 
is  guaranteed  (innvided  that  the  lender 
meets  its  respimsibillties,  such  as  due 
diUgmce  in  (tollections) .  (See  20  UJS.C. 
1080.)  These  regulations  attempt  to  clar¬ 
ify  the  nature  of  the  studmt’s  obliga- 
ti(m.  The  Commissioner  will,  in  general, 
allow  the  lender  to  rely  on  assurances 
and  certifications  by  the  school  and  the 
studmt.  However,  lenders  which  buy 
s^ool-originated  loans  or  which  have 
special  relationships  with  schools  may 
rely  upcm  assurances  and  information 
movided  by  the  students,  but  may  not 
rely  upon  the  certificaticm  of  the  educa¬ 
tional  instituticms.  In  these  latter  cases, 
lendms  have  the  req?ohsibility  of  making 
prudent  professional  Judgments  dmut  the 
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quality  of  such  loans  including  the  prac¬ 
tices  and  financial  stability  of  the  schools 
originating  the  loans. 

Comment.  Several  commenters  ob¬ 
jected  to  the  distinction  whereby  lenders 
which  purchase  school-made  loans  may 
not  rely  upon  the  schocd’s  certifications, 
but  non-school  lenders  which  make  loans 
and  do  not  have  special  relationships 
with  schools  can  re^  upon  such  school 
certifications. 

Response.  There  is  a  valid  basis  for 
distinguishing  between  locms  which  are 
made  directly  by  non-school  Imders  and 
loans  purchased  from  school  lenders. 
Whereas  the  non-school  lender  provides 
the  borrower  only  with  the  loan,  the 
school  loider’s  agreement  with  the  stu¬ 
dent  also  includes  service  in  the  form  of 
education.  If  the  school  fails  to  provide 
such  education,  the  student  has  defenses 
on  the  loan.  Because  a  subsequent  holder 
of  a  school-originated  loan  is  not  a 
“holder  in  due  course,”  such  hcdder  is 
subject  to  the  same  defenses  or  defects  as 
the  original  Imder.  For  this  reason, 
loiders  cannot  rely  upon  certifications  of 
the  educational  institution.  There  have 
been  many  problems  (which  have  re¬ 
sulted  in  many  student  loan  defaults) 
arising  out  of  school-originated  loans.  In 
s(Hne  cases,  the  institution  did  not  have 
the  financial  resources  to  meet  its  obliga- 
ti<xi  to  its  students,  and  a  number  of 
schools  have  closed  without  completing 
the  period  of  instruction  for  which  the 
loans  were  obtcdned.  This  regulatimi 
therefore  makes  clear  that  the  purchas¬ 
ing  lender  is  required  to  make  a  sound 
professicmal  judgment  regarding  the  fi¬ 
nancial  stability  and  the  business  prac¬ 
tices  of  a  school  b^ore  purchasing  loans 
originated  by  the  school. 

Comment.  One  cmnmenter  pcrinted  out 
that  if  a  purchaser  of  a  school-originated 
loan  cannot  depend  upon  the  certificatimi 
from  the  schocd,  the  school  may  be  denied 
any  opportunity  to  negotiate  notes  in 
States  with  laws  restricting  examination 
of  school  files  and  records  by  Iraders. 

Response.  There  is  no  requirement  in 
the  regulations  that  the  lender  must  ex¬ 
amine  an  institution’s  files  and  records 
where  State  laws  restrict  such  examina¬ 
tion.  In  such  cases,  the  loider,  in  the 
absence  of  inspecting  a  scIkk^’s  records, 
may  determine  that  a  school  is  meeting 
its  responsibilities  to  its  students 
properly  administering  the  loan  program 
through  a  variety  oi  means,  inrintUng  ex¬ 
amination  of  a  school’s  flTMmr.iAi  state¬ 
ments  and  contact  with  State  regulatcMy 
agencies,  accrediting  bodies,  school  of¬ 
ficials,  creditors  of  the  scho(d,  etc. 

Comment.  Another  commenter  stated 
that  the  lender  which  has  a  special  rela- 
ticmship  with  a  school  (as  defined  in 
S  177.52(c))  neverth^ess  may  maintjdn 
an  independent,  arm’s  length  relation¬ 
ship,  and  thus  ^ould,  in  Tnairing  loans, 
be  allowed  to  rely  upon  the  school’s  cer¬ 
tifications.  as  is  permitted  of  lenders 
without  such  relationships  with  schools. 

Response.  It  is  possible  that  some  in¬ 
dividual  nraa-school  loiders  having  spe¬ 
cial  relationships  with  educational  in¬ 
stitutions  (as  defined  in  §  177.52(c) )  may 
exercise  a  stringently  independent  busi¬ 


ness  relaticmship  with  such  schools.  How¬ 
ever,  this  would  not  nonnally  be  the  case, 
and  there  is  no  assurance  that  such  an 
arm’s  length  relationship  can  be  main¬ 
tained.  especially  at  a  time  of  serious  fi¬ 
nancial  difBculties  for  either  the  school 
or  the  lender.  While  a  “specially-related” 
leiKier  must,  therefore,  bear  additi<xial 
risks  in  making  such  loans,  the  special 
relationship  should  provide  the  lender 
with  a  unique  ability  to  make  a  c(xnpre- 
h^isive  and  acciurate  evaluatlcHi  of  the 
school’s  ability  to  meet  its  responsi¬ 
bilities,  both  educationally  and  relating 
to  the  loan  program,  and  to  assiue  that 
the  certifications  by  the  school  are 
reliable. 

Comment.  One  commenter  suggested 
that  subsequent  holders  of  school-made 
loans  should  be  permitted  to  rely  upon 
the  school  certifications.  Improper,  in¬ 
correct  or  fraudulent  school  certifica¬ 
tions  should  be  treated  as  a  compliance 
or  even  a  criminal  matter.  The  Commis¬ 
sioner  could  curb  these  abuses  by  dis- 
qualif  3ring  school  lenders  imder  his  exist¬ 
ing  broad  authority  to  assure  that 
“eligible  lenders”  and  “digible  institu¬ 
tions”  are  carrying  out  their  respcm- 
sibilities  in  FISLP.  Continued  participa¬ 
tion  in  the  program  could  be  conditional 
upon  assurances  of  future  compliance, 
and  restitution  for  the  payment  of  insur¬ 
ance  claims  resulting  from  inaccurate 
certifications. 

Response.  Such  a  proposal  would 
neither  prevent  these  abuses  from  occur¬ 
ring  nor  ensure  recovery  of  payments  of 
Insurance  claims  resulting  from  false  or 
inaccurate  certifications,  especially  those 
made  by  financially  distressed  institu¬ 
tions  or  institutions  that  subsequNitly 
cease  to  do  business.  These  regulaticms 
seek  to  prevent  program  abuses  so  as  to 
minimize  the  necessity  for  remedial  ac¬ 
tion.  Hence,  they  alert  lenders  that  pur¬ 
chase  school-originated  loans  of  the  in¬ 
herent  risks  in  making  such  purchases 
without  the  precautionary  measure  of 
exercising  prudent  judgment  as  to  which 
schools  may  be  reliable  frcMn  both  a  busi¬ 
ness  and  programmatic  standpoint. 
'These  regulations  refiect  the  Commis¬ 
sioner’s  concerns  for  both  protecting 
lenders  from  unnecessary  losses  and  re¬ 
ducing  the  incidence  of  defaults. 

2.  SKCTIOIT  177.49(B) — TRANSFZR  OF 
INSXmXD  LOAN 

Comment.  Two  commenters  expressed 
uncertainty  as  to  the  meaning  of  a  “clear 
stat«nent  of  all  the  borrower’s  rights 
and  obligations,”  and  one  suggested  that 
a  uniform  notice  of  such  rights  and 
obligations  should  be  prescribed  by  the 
Commissioner,  which  when  deliver^  to 
the  borrower  would  constitute  compli¬ 
ance  with  the  notice  requirements. 

Response.  ’The  statement  of  the  “bor¬ 
rower’s  rights  and  obligations”  required 
by  $  177.49(b)  relates  to  those  rights  and 
obligations  pertinent  to  the  transfer  of 
the  loan.  Included  in  such  a  notice  would 
be  the  matters  specifically  referred  to  in 
§  177.49(b),  in  addition  to  such  informa¬ 
tion  as  the  date  when  the  repayment 
obligation  terminates  as  to  one  lender 
and  begins  as  to  another,  the  name  and 


address  of  the  new  holder  of  the  loan, 
and  where  payments  are  to  be  directed 
(if  to  a  different  party  from  the  new 
hcdder).  The  Commissioner  is  consider¬ 
ing  making  available  to  lenders,  on  re¬ 
quest,  a  model  notice,  delivery  of  sdiich 
to  the  borrower  would  constitute  compli¬ 
ance  with  this  requirement. 

Comment.  (Clarification  was  requested 
as  to  the  ccmsequences,  as  they  r^te  to 
default  claims,  of  a  failure  to  comi^  with 
the  notice  requirement. 

Response.  Without  proper  notice  of  a 
transfer,  the  borrower  may  continue 
making  payments  to  the  previous  hinder 
of  the  loan.  In  the  event  of  a  default 
claim,  if  proper  notice  has  not  bera  given 
to  the  borrower,  and  the  student  has 
made  payments  to  the  prior  holder  of  the 
note  which  have  not  been  takm  into  ac¬ 
count  in  computing  the  amount  of  the 
unpaid  balance  listed  in  a  default  claim, 
the  Conunissioner  will  deduct  the  amount 
of  such  pa3rments  from  the  amount  the 
default  claim  which  he  would  pay  to  the 
purchaser.  In  additi(m,  lack  of  ];MX>per 
notice  could,  in  s(xne  cases,  be  an  element 
of  lack  of  due  diligoice  in  the  collecting 
of  the  loan  on  the  part  of  the  claimant 
lender,  and  such  diligence  is  required  as 
a  condition  for  payment  oi  a  default 
claim. 

S.  SXCnON  177.52 — DITERMntATION  OF 
AXOXTNT  OF  LOSS  ON  DKFAtTLT  CLAUCS 
(INTKODTTCTOHT  PARAGRAPH) 

Comment.  One  commenter  contmded 
that  9177.52  provides  a  basis  for  the 
Commissioner  to  reduce  the  amount  of 
insurance  coverage  on  loans  obtained 
from  school  lenders  and  that  such  reduc- 
ticm  is  contrary  to  statutory  ixuvisions. 

Response.  ’There  has  been  no  reduction 
in  the  insurance  coverage  provided  on 
federally  insured  loans.  Howerever,  in 
recognition  of  the  defenses  that  can  be 
raised  against  loans  made  by  an  educa¬ 
tional  institutkm,  the  regulation  clarifies 
that  a  purchaser  of  such  loems  cannot 
obtain  a  stronger  guarantee  than  that 
of  the  original  lender. 

Comment.  Concerning  the  legal  defects 
affecting  the  initial  insurability  or  valid¬ 
ity  a  FISLP  loan,  one  commoiter  ob¬ 
jected  to  the  rule  “making  a  locm  void 
if  an  endorsement  is  obtained  on  the 
note.” 

Response.  The  pndiibition  against  en- 
dorsonent  on  the  note.  iqiplicaUe  except 
when  the  borrow^’  is  a  minor  and  an 
endorsement  is  needed  under  applicable 
State  law  to  create  a  Unding  oWgation. 
derives  from  section  427(a)  (2)  (A)  of  the 
Higher  Education  Act  (20  Uj3.C.  1077(a) 
(2)  (A) ) .  Loans  bearing  prohibited  en¬ 
dorsements  are  not  void,  but  they  are 
uninsuraUe  by  the  Commissioner.  How¬ 
ever.  as  the  preamble  to  the  proposed 
regulation  indicated,  such  a  defect  may 
be  remedied,  with  the  Commissioner’s 
approvsd,  if  he  determines  that  no  one 
has  been  adversely  affected  by  the  defect 
and  that  it  can  be  remedied  cm  a  timely 
basis. 

Comment.  One  ctunmenta:  objected 
that  the  regulati<m  Itself  was  silent  about 
how  to  cure  an  unauthorized  endorse¬ 
ment  on  a  loan,  and  that  the  regulaticm. 
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rather  than  the  preamble,  would  be  the 
proper  place  for  such  explanation. 
Furthermore,  the  commenter  questioned 
the  need  for  the  “agrean«it  at  the  stu- 
doit”  before  deletion  of  the  unauthorized 
endorsement. 

Response.  The  explanation  in  the  pre¬ 
amble  to  the  propos^  regulation  stated 
that  “if  a  loula:  discovers  such  an  un¬ 
authorized  endmzement  and.  with  the 
agreem^t  of  the  sttident.  deletes  the 
unauthorized  endorsement  from  the  stu¬ 
dent’s  promissory  note  prior  to  the  stu¬ 
dent  becoming  delinquent  in  his  pay- 
mmts  and  prior  to  the  time  any  part^ 
(other  than  the  lender)  has  relied  upon 
the  endorsonait.  the  Commissioner  will 
not  deem  the  loan  to  have  been  void  ab 
initio.  Rather,  the  Commissioner  will 
view  the  defect  as  having  been  harmless 
up  to  the  time  of  its  ddetion  and  will 
ratify  the  insurability  of  the  loan.’’  This 
statement  puts  lenders  on  notice  as  to 
the  C!omml^oner’s  policy  but  is  not  to  be 
taken  as  condoning  unauthorized  en¬ 
dorsements.  Endorsements  may  jeopard¬ 
ize  pasrmoits  of  insurance  on  default 
claims;  absence  of  endorsnnents.  except 
where  the  law  permits  endorsements,  is 
a  condition  for  insurance  against  default. 
As  for  the  need  for  the  “agreonent  of  the 
student’’  cm  deletion  of  the  iinauthorized 
endors«nent.  the  contractual  nature  ot 
the  promissory  note  would  suggest  the 
need  for  mutual  agreemoit  on  any  sub¬ 
sequent  changes. 

Comment.  Further  clarification  and 
guidance  was  requested  as  to  the  terms 
“fraud,  forgery  or  intentional  misrep¬ 
resentations.’’  as  they  s^pear  in  9  177.52. 
which  states  in  part  that  “subject  to  the 
provisions  of  9  177.44(b)  of  this  part,  the 
Ccxnmissioner  shall  deduct  fmn  the 
claim  any  amounts  included  therein 
which  are  attributable  to  legal  defects 
deriving  from  fraud,  forgery  or  inten¬ 
tional  misr^resentations  on  the  part  of 
the  borrower,  the  educational  institution 
or  the  loider  *  *  *.’’ 

Response.  The  terms  fraud,  forgery  and 
intentional  misrepresentations  do  not 
have  any  unusual  meaning  Insofar  as  the 
Federal  Insured  Student  Loan  Program 
is  concerned.  The  Commissioner  insures 
lenders  against  defaults  by  students  on 
their  obligation  to  repay  their  loans. 
However,  both  the  student  and  the  edu¬ 
cational  institution  are  required  to  make 
certain  certifications  or  assurances  be¬ 
fore  a  loan  can  be  insured.  ’The  purpose 
of  9  177.44(b)  is  to  indicate  to  lenders 
(or  subsequent  holders)  the  extent  to 
which  they  can  rely  on  student  and 
school  certifications.  That  section  thus 
enables  them  to  determine  to  what  ex¬ 
tent.  if  any.  later  default  claims  may  be 
subject  to  having  deductions  made  by 
the  Commissioner  which  are  attributable 
to  legal  defects  such  as  “fraud,  forgery 
or  intentional  misrepresentations.’’  To 
the  extent  provided  in  9  177.44(b) .  lend¬ 
ers  may  rely  on  the  assurances  and  other 
information  provided  by  a  student.  Lend¬ 
ers  may  also  rely  on  certifications  re¬ 
ferred  to  in  9  177.44(b)  which  are  pro¬ 
vided  by  the  school,  exc^t  where  that 
section  specifies  otherwise.  A  lender  will 
not.  as  a  result  of  such  authorized  reli¬ 


ance.  have  the  amount  of  its  default 
claim  reduced  (m  account  of  “fraud, 
forgery  or  intenticmal  misrepresoata- 
tions”  by  either  the  student  or  the  schooL 
If  an  employee  of  the  lender,  on  the 
other  ha^  were  reqaonsible  for  the 
“fraud,  forgwy  or  intentional  misrep- 
resentaticms.”  defects  arising  from  su^ 
acts  would  affect  the  amount  of  the  claim 
pc^yable  by  the  Commissioner. 

Comment.  There  were  several  com¬ 
ments  eiq>ressing  difficulty  in  under¬ 
standing  the  meaning  (ff  the  first  para¬ 
graph  in  9  177.52.  especially  with  regard 
to  how  the  Commissioner  would  deter¬ 
mine  the  unpaid  principal  balance  of  the 
loan  and  what  events  or  actions  by  the 
lender  (or  sifiMequent  holder)  might  re¬ 
sult  in  the  reduction  of  the  amount  of  the 
claim  filed  by  the  holder  of  the  loan. 

Response  ’This  paragraph  first  indi¬ 
cates  which  loans  are  subject  to  the  in¬ 
surance  of  only  the  unpaid  principal 
balance  and  which  loans  are  subject  to 
the  insurance  ot  both  the  unpaid  princi¬ 
pal  balance  and  interest.  The  rest  of  the 
paragraph  (as  wdl  as  paragn^hs  (a), 
(b) ,  and  (c) )  describes  what  factors  the 
Commissioner  will  consider  in  determin¬ 
ing  what  is  the  unpaid  priiKdpal  balance 
of  the  loan.  Recognition  will  be  given 
to  defects  of  claims  which  arise  from 
the  Federal  law  gove;p3ing  the  program, 
the  program  regulations,  and  applicable 
State  law.  For  exanmle.  where  the  lender 
does  not  cmnply  with  awlicable  laws  or 
regulations,  the  amount  of  a  claim  filed 
by  the  lendor  could  be  reduced  by 
amounts  attributable  to  such  non-com¬ 
pliance  (e.g..  the  failure  of  a  lender  to 
apply  a  borrower’s  payments  against  the 
unpaid  balance)  or  the  loan  could  be 
found  uninsurable  (e.g..  where  there  is 
fraud  by  the  loider  in  obtaining  the 
initial  loan  commitm«it  from  the  Com¬ 
missioner)  .  Paragitmhs  (a) .  (b)  and  (c) 
distinguish  between  lenders  vdiich  are 
not  educational  institutions,  lenders 
which  are  educational  institutions,  and 
lenders  which  have  special  relationships 
with  educational  institutions.  These  pro- 
viskms  set  forth  additional  rules  for  de¬ 
termining  the  unpaid  balance  of  the  loan 
when  there  are  involved  such  considera¬ 
tions  as  refunds  due  from  the  educa¬ 
tional  instituticm.  written  authorization 
by  the  borrower  to  have  refimds  reduce 
loan  balances,  loan  transfers  and  notice 
to  the  borrower  of  such  transfers,  and 
paymrats  made  by  the  borrower  to  a 
previous  holder  before  and  after  the 
transfer  of  a  loan. 

Comment.  One  coimnent^  stated  that 
9  177.52  is  inconsistent  with  section  430 
(a)  of  the  Act  which  provides  that  the 
amount  of  loss  under  a  default  claim  is 
“an  amoimt  equal  to  the  uimaid  balance 
of  the  principal  amount  and  interest.” 

Response.  This  comment  rests  on  the 
incorrect  assumption  that  the  “unpaid 
balance”  is  always  equal  to  the- amount 
advanced  to  the  student  by  the  originat¬ 
ing  lender,  less  payments  by  the  bor¬ 
rower.  In  fact,  the  “unpaid  balance”  is 
the  amount  originally  advanced  minus 
amounts  attributable  to  either  paymoit 
or  various  defenses  on  the  loan.  Mme- 
over.  section  430(a)  apices  (mly  to  a 


loan  “covered  by  Federal  loan  insurance'’ 
and  thus  on)^  to  a  loan  which  meets  the 
amilicable  requiranents’ thertfor.  Sec¬ 
tion  430(d)  provides  that  nothing  in  the 
law  “shall  be  cmistrued  to  excuse  the 
hcdder  of  a  federally  insured  loan  tram 
exercising  reasonable  care  and  diUgence 
in  the  making  and  collection  ot  loans.” 

4.  SBCnOH  lTT.52<a) — LOSMB  MAin  ST 
LZMDKSS  WHICH  ASX  HOT  ZDUCATIOHSL 
mSTlTUTlOHS 

Comment.  Sevoal  commentns  op¬ 
posed  the  requirement  that  a  non-school 
lendor  make  a  diligent  effort  to  collect 
a  refund  directly  from  the  school  prior 
to  filing  a  default  claim,  ev^  if  such  pay¬ 
ment  is  previously  authorized  by  the  stu¬ 
dent.  The  following  reasons  were  given: 
the  refund  is  part  of  the  studmit’s  ccm- 
tract  with  the  school  and  should  not  be 
the  concern  of  the  lender;  the  added 
burden  and  administrative  cost  will  re¬ 
duce  lender  partidpaticm  in  the  pro¬ 
gram;  and  as  the  guarantor  of  the  loan, 
the  Commissioner  should  see  to  the  re¬ 
fund  payment. 

Response.  11  the  lender  obtains  the  stu¬ 
dent’s  authorization  to  have  the  school 
pay  any  refunds  directly  to  the  lender, 
such  an  authorization  becomes  part  at 
the  loan  agreement  and  the  total  con¬ 
tractual  relationship  between  the  stu¬ 
dent  and  the  lender,  making  it  the  lend¬ 
er’s  obligathm  to  seek,  the  refund  from 
the  school.  Any  bmden  (m  the  lender  in 
sedting  such  a  refimd  would  wpear  to 
be  outweighed  by  the  likelihood  of  the 
lender’s  success  in  obtaining  the  rdund 
in  liflht  of  9  177.63  of  the  regulatifms. 

Comment.  Several  commenters  noted 
the  statemmt  in  the  “’Treatment  of  im- 
paid  rdhmds”  section  of  the  preamtde 
which  indicates  that,  in  the  absence  ot  a 
written  authorization  of  the  Ixhtowh: 
to  have  any  refund  due  paid  to  the  len¬ 
der,  a  holder  of  a  non-school  originated 
note  would  be  required  to  make  an  dlort 
to  obtain  an  assignment  from  the  stu- 
dmt  of  his  right  to  the  refund  prior  to 
filing  a  claim.  It  was  pointed  out  that 
such  a  requirement  appeared  in  confiict 
with  9  177.52(a)  of  the  proposed  rules, 
in  addition  to  being  an  inappropriate 
burdoi  (m  the  Imder. 

Response.  It  is  true  that  there  was  a 
contradicticm  between  the  preamble  and 
9  177.52(a)  of  the  regulation  (m  this 
point.  ’The  regulation  will  stand  as  pro¬ 
posed.  A  lend^  hddlng  non-school  orig¬ 
inated  notes  is  required  to  seek  such  re- 
funds  from  tiie  school  prior  to  filing 
default  claims  only  as  iHovided  in 
9  177.52(a) ,  when  the  lender  has  previ¬ 
ously  obtained  authorization  from  the 
studoit  to  se^  refunds  from  the  school. 

Comment.  One  school  maintained  that 
9  177.52(a)  would  alter  the  current  pol¬ 
icy  of  schools  which  now  make  direct 
refunds  to  lenders,  and  would  result  in 
many  schools  discontinuing  the  policy  (ff 
scdiciting  student  authorizations  to  pay 
refunds  to  the  lenders,  rather  than  di- 
recUy  to  the  brnrowers. 

Response  It  is  hoped  that  9  177.66(a) 
will  discourage  schot^  which  have  such 
a  pcAicy  from  altering  it. 
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5.  SECTION  177.52(b)  — ^LOAMS  MAOS  BY 
EDUCATIONAL  INSTITUTIONS 

Comment.  Regarding  the  computing  of 
the  refimd  due  the  student  because  of 
a  school’s  termination  of  teaching,  one 
commenter  stated  that  if  the  lender  is 
reimbursed  according  to  the  ratio  in  the 
prc^iosed  regulations,  this  would  elimi¬ 
nate  from  the  guarantee  that  amount 
(perhaps  a  major  portion)  of  the  locm 
used  for  non-instructional  costs,  such  as 
transportation  and  living  expenses.  For 
example,  if  a  studrait  borrowed  $2,000  of 
which  only  $1,000  was  applied  to  instruc¬ 
tional  services  and  the  other  $1,000  was, 
for  personal  living  expenses  and  the 
scho^  terminated  teaching  after  one- 
half  of  the  proposed  academic  year,  the 
lender  would  only  be  reimbursed  for 
$500,  the  amount  which  the  school  owed 
the  student,  and  the  lender  would  have 
to  take  legal  action  to  collect  the  $1,000 
used  by  the  student  for  personal  living 
expenses. 

Response.  The  rationale  for  the  ratio 
in  the  regulations  is  that  the  student’s 
liability  on  the  loan  should  be  in  propor- 
ti(m  to  the  educational  services  received 
by  him,  where  the  loan  was  made  by  a 
sch(x>l.  In  the  example  cited,  the  lender 
would  be  reimbursed  for  one-half  of  the 
total  loan,  or  $1,000,  not  merely  for  one- 
half  of  the  amount  of  the  locui  used  to 
pay  instructional  costs. 

Comment.  S(»ne  commenters  reacted 
negatively  to  the  statement  in  the 
preamble  relating  to  S  177.52(b)  that  “a 
lender  purchasing  loans  which  have  been 
made  by  a  school-lender  must,  therefore, 
bear  responsibility  for  making  a  reason¬ 
able,  pnnfessicmal  judgment  that  the  in¬ 
stitution  has  the  resoiuces  and  adminis¬ 
trative  capability  to  provide  the  services 
for  which  the  student  obtained  the  loan.” 
Among  the  reasons  given  were  the  fol¬ 
lowing:  this  was  the  respmisibility  of  the 
Office  of  Education;  Imdm  lack  the 
facility  or  expertise  to  make  such  pro¬ 
fessional  judgments;  evaluating  or  pac¬ 
ing  schools  was  not  the  proper  function 
of  banks;  this  will  impede  the  transfer  of 
school-originated  loans;  this  will  place 
an  additional  expense  on  the  lendets,  or 
make  such  loans  more  improfltable;  this 
policy  is  harsh,  unfair  and  retroactive; 
and  lenders  will  estaldish  discriminatory 
credit  standards  for  different  studrats 
smd  sctuxds. 

Response.  The  C<Nnmissiona‘  insures 
a  loan  to  the  extent  of  a  borrower’s  oldl- 
gation  to  repay.  This  insurance  does  not 
protect  the  lender  against  def  mses  which 
the  studmt  borrower  has  on  the  loan. 
Since  notes  evidencing  stud«it  loans  are 
not  negotiable  instruments,  the  Com- 
missimier  does  not  extend  a  greater 
guarantee  to  the  piuxhaser  of  such  a  note 
than  was  due  the  (originating  loader. 
The  purchaso-  takes  the  note  subject  to 
defenses  which  the  studmt  could  have 
raised  against  the  orighuUing  schocd- 
Imdor.  For  these  reasons,  a  purchaser  of 
school-originated  loans  must  ocercise  a 
professional  judgmoit  about  the  scho(^’s 
capat^ty  os.  meeting  its  commitmoats  to 
its  studoat  borrowers. 


6.  SECTION  177.52(C) — LOANS  HADE  BY 
LENDEKS  HAVING  SPECIAL  RELATIONSHIPS 
WITH  EDUCATIONAL  INSTITUTIONS 

Comment.  One  lender  which  has  a  spe¬ 
cial  relationship  with  some  schools  as  set 
forth  in  paragraph  (c)  stated  that  al¬ 
though  this  lender  and  the  schools  were 
under  ccmmum  ownership,  the  lender 
provides  stringent  internal  contn^,  fol¬ 
lows  prudent  business  practices,  main¬ 
tains  a  true  business  relationship  with 
these  schools,  and  even  “has  sought  to 
influence  the  p(dlcies  and  practices”  of 
the  schools  “so  that  they  would  be  in 
complete  compliance  with  both  the  lett» 
and  the  spirit”  of  the  program.  Thus,  the 
lender  should  not  be  subject  to  the  pro¬ 
visions  aiHilicable  to  lenders  with  special 
relationships  with  schools. 

Response.  The  purposes  of  the  pro¬ 
gram,  particularly  the  Interests  of  the 
students  and  the  Federal  Government, 
are  best  served  when  lenders  exercise  in¬ 
dependent  judgm«it  and  responsibility 
in  making  loans.  Cases  in  which  Imders 
and  schools  have  mutual  financial  or 
managemmt  interests,  or  where  time 
is  a  delegation  to  the  school  of  the  deci¬ 
sion  as  to  whom  to  lend  and  other  activi¬ 
ties  incident  to  making  a  loan,  lead  to 
abuses  which  can  be  minimized  only  if 
such  specially  related  lenders  are  re¬ 
quired  to  assume  responsibilities  and 
risks  beycmd  those  of  other  non-school 
loiders,  as  discussed  above  in  response 
to  a  comment  on  S  177.44(b) . 

Comment.  Regarding  “common  man¬ 
agement,”  one  commenter  asked  about 
the  situation  of  a  small  community  where 
the  local  lender  might  have  made  more 
than  50  percent  of  its  loans  to  the  stu¬ 
dents  attending  the  local  school,  and  the 
lender  and  the  school  have  represoita- 
tives  on  one  another’s  boards  of  direc¬ 
tors.  If  this  is  considered  common  man- 
agemoit  because  of  the  exchange  of 
board  membns,  this  would  discourage 
lenders  in  small  (xxnmunities  from  mak¬ 
ing  loans  under  the  inogram. 

Response.  Section  177.52(c)  is  in¬ 
tended  in  part  to  correct  the  abiises  aris¬ 
ing  from  the  lender’s  surrender  of  inde¬ 
pendent  judgment  and  responsibility  in 
making  loans  which  often  follows  a  com¬ 
mon  ownership  or  management  with  a 
s(diool.  ’’(Common  management”  how¬ 
ever,  would  not  necessarily  exist  in  the 
example  givoi. 

Comment.  It  was  pointed  out  that  the 
fact  of  an  officer  of  a  large  lender  being 
on  the  board  of  directors  of  a  large  edu¬ 
cational  institution  generally  would  not 
constitute  so  substantial  a  c(mnectl(m  as 
to  prevent  the  lender  from  exercising  in¬ 
dependent  judgmait  and  responsibility 
in  making  loans,  and  thus  should  not  be 
considered  “common  management.” 

Response.  Section  177.52(c)  (ii)  pro¬ 
vides  that  a  lender  establishes  a  special 
relationship  with  a  school  if  the  lender 
has  comm(Hi  ownership  or  managemMit 
with  a  schocd.  and  more  than  50  per¬ 
cent  of  the  lender’s  loans  are  made  to 
the  students  at  that  school.  In  example 
of  an  officer  of  a  large  lending  institution 
sitting  on  the  board  of  directors  of  a  large 


school,  it  is  unlikdy  tha.t  the  large 
lender  would  make  50  percent  of  its  loans 
to  students  of  the  one  school.  Moreover, 
“common  management”  would  not  nec¬ 
essarily  exist  in  such  a  situation. 

Comment.  Another  (xxnment  pointed 
out  that  if  both  the  lender  and  the  school 
are  publicly  hdd,  “common  ownnship” 
may  exist,  but  it  may  be  to  such  a  minute 
degree  as  to  enable  the  lender  to  exercise 
independent  judgment  in  mairiTig  loans. 

Response.  Common  ownership  would 
exist,  for  examine,  where  the  school  and 
the  lender  are  subsidiaries  of  the  same 
parent  organization,  or  whnc  the  sclxxfl 
or  the  lender  is  the  parent  of  the  other. 
De  minimus  hbldlngs  by  an  individual  in 
both  a  publicly  held  school  and  a  publicly 
held  lender  would  not  constitute  common 
ownership  of  the  school  and  lender  if 
such  holdings  did  not  result  in  influence 
or  (xtntrol  over  the  policies  of  either  en¬ 
tity  by  the  other. 

Comment.  One  lender  suggested  that 
“mutual  flnancial  interests”  refored  to 
in  the  preamble  should  not,  in  many  in¬ 
stances,  be  cause  for  program  concon, 
e.g.,  if  a  school  has  funds  cm  deposit  with 
the  lencier,  in’  if  the  school  has  invested 
in  a  company  which  does  business  with 
thelmder. 

Response.  Only  situations  spedflcally 
ref»Ted  to  in  $  177.52(c>  will  give  rise 
to  the  rule  set  forth  therein. 

Comment.  Two  State  agencies  which 
are  lenders  and  T^iich.  under  1 177.52 
(c)  (ill) ,  qualify  as  having  special  rela¬ 
tionships  with  educational  institutions, 
question  whether  they  can  legally  require 
refunds  due  withdrawing  students  to  be 
applied  to  reducing  loan  balances  if  such 
provisions  are  not  detailed  in  the  pnnnis- 
sory  notes.  Furthermore,  such  advance 
payments  miiht  cause  unfair  conflict  in 
situations  in  which  withdrawing  students 
have  aid  imder  other  programs  or  have 
emo'gency  flnancial  ne^. 

Response.  A  studa:^  is  gmerally  en¬ 
titled  to  receive  a  refund  from  a  school 
unless  he  has  authorised  that  the  refund 
be  directed  elsewhere.  TTMee  regula¬ 
tions  are  designed  to  induce  lenders  to 
act  on  such  authorizatkHis  and  (except 
in  the  case  of  a  lender  holding  a  non¬ 
school  originated  loan  and  not  having  a 
special  relationship  with  the  borrower's 
school)  to  obtain  them  if  they  have  not 
been  made.  Section  177.63(e)  aflows  a 
school  to  allocate  a  refund  between  an 
insured  loan  and  other  forms  of  flnancial 
aid  but  does  not  permit  an  allocatkm  to 
cover  emergency  flnancial  needs  of  with¬ 
draw!^  students,  since  insured  loans 
are  intended  to  covnr  only  educational 
expenses. 

Comment.  Some  commmts  w«e  re¬ 
ceived  indicating  that  1 177.52(c)  (ill) 
was  interpreted  as  an  exhaustive  list 
of  lender  activities  not  to  be  delegated  to 
educational  institutions,  or  was  (xm- 
strued  as  authorizing  or  encouraging 
lenders  to  adopt  the  practice  of  dtiegat- 
ing'a  lender’s  normal  responsibHities  to 
an  educational  institution. 

Response.  This  pcnvlsion  is  not  to  be 
construed  as  authorizing  or  encouraging 
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lenders  to  adopt  the  practice  of  d^egat- 
ing  a  lender’s  normal  responsibilities  to 
an  educational  instituticm.  Rather,  su(di 
a  practice  is  discouraged  and  its  use 
could  raise  serious  questions  regarding 
the  lender’s  zeroise  of  the  requisite  cue 
and  diligence  in  making  loans.  TUs  pro¬ 
vision  is  merely  intended  to  establish 
that  any  lender  which  engages  in  such  a 
practice  will  be  held  to  assume  addi¬ 
tional  risks.  Furthermore,  the  list  of  ac¬ 
tivities  is  intended  and  labeled  (throufih 
the  phrase  “such  as’’)  merely  as  a 
limit^  number  of  examples  of  functions 
and  responsibilities  preceding  the  mak¬ 
ing  of  a  loan. 

D.  ErrscTivE  Date 


1.  Pursuant  to  section  431(d)  of  the 
General  Education  Provisions  Act,  as 
amended  (20  U.S.C.  1232(d) )  these  reg¬ 
ulations  have  been  transmitted  to  the 
Congress  concurrently  with  the  publica- 
ti(m  in  the  Federal  Register.  That  sec¬ 
tion  provides  that  regulations  subject 
thereto  shall  become  effective  on  the 
forty-fifth  day  following  the  date  of  such 
transmission,  subject  to  the  provisi<ms 
therein  (xmceming  Congressional  action 
and  adjournment. 

2.  The  statutory  interpretatiwi  of  the 
Office  of  Educatkm  whi<h  was  published 
in  the  Federal  Register  on  February  24, 
1975  (40  FR  7961)  will  continue  to  be 
a]K>lied  as  stated  therein.  However,  the 
related  additional  procedures  and  re¬ 
quirements  established  in  the  new  regu- 
latkms  set  forth  bdow  shall  not  apply 
to  the  making  or  transferring  of  loans 
prior  to  the  effective  date  referred  to  in 
the  preceding  paragraph. 

3.  The  following  examples  illustrate 
the  applicability  (rf  these  new  regulations 
and  their  relation  to  the  February  24 
interpretation; 

(a)  The  February  24  interiKetation 
stated  that  a  federally  insured  student 
loan  is  not  a  negotiable  instrummt  and 
that  “we  have  consistratly  viewed  the 
purpose  of  the  program  to  be  to  insure 
the  lender  against  default  on  the  part  of 
the  stud^t  (e.g.,  hia  inability  to  make 
payments) ,  rather  than  against 
which  the  student  has  against  the 
(e.g.,  fraud  in  the  making  of  the  loan  or 
a  failure  of  consideration) .’’  The  second 
soitence  of  new  §  177.44(b)  states  that 
a  lender  which  by  transf^  obtains  poe- 
se8si(Hi  of  a  loan  which  has  been  made 
by  an  educational  institution  whall  be 
entitled  to  rdy  upon  the  certiflcaticHis 
IMPvlded  by  the  school  pursuant  to  re¬ 
designated  S  177.44(a)  in  the  m«^ng  of 
the  loan.  'Thus  the  sec<md  sentence  of 
new  5  177.44(b)  does  not  establish  new 
requirem^ts  but  merely  provides  an  ex- 
ami^  ot  the  applicability  of  the  M- 
ruary  24  interpretation. 

(b)  Revised  S  177.49(b)  establishes 
new  requirements  for  lenders  in  oonnec- 
tton  with  the  transfer  of  loans  and  «bnii 
therefore  apply  only  to  transfers  occur¬ 
ring  (m  after  the  effective  date  of 
these  regulations. 

(c)  The  FdMTuary  24  interm^tation 
noted  that  the  terminatkm  of  a  student's 
course  of  study  due  to  the  fin^netal  fail¬ 


ure  of  the  educational  institution  which 
made  the  federally  insured  student  loan 
results  in  a  failure  of  consideration  on 
toe  agreement  (which  includes  toe  loan) 
between  the  student  and  the  school  and 
establishes  a.  defense,  on  the  part  of  toe 
student  as  to  his  obligation  to  r^ay, 
which  is  good  against  the  school  and,  be¬ 
cause  the  loan  is  not  a  negotiable  instru¬ 
ment,  against  any  subsequent  holder  of 
the  loan.  The  February  24  interpretation 
stated  that  therefore  the  reimbursement 
on  toe  subsequent  holder’s  default  claim 
will  not  be  a  greater  proportion  of  toe 
total  loan  than  the  proportion  of  the 
academic  session  which  the  student  was 
able  to  complete:  however,  in  the  inter¬ 
ests  of  the  program  the  Commssioner 
stated  that  he  would  apply  such  a  com¬ 
putation  only  as  to  loans  which  were 
transferred  by  an  educational  institution 
to  another  eligible  lender  after  February 
21, 1975.  To  the  extent  that  parts  of  new 
S  177.52  (b)  (2)  merely  restate  such  parts 
of  the  February  24  intopretation,  they  do 
not  establish  new  requirements  and  are 
effective  as  to  loans  transferred  from 
schools  to  other  lenders  after  February 
21,  1975.  However,  specific  practices 
which  these  regulations,  for  toe  first 
time,  require  a  lender  to  undertake  prior 
to  filing  a  default  claim  (such  as  exercis¬ 
ing  due  diligence  in  obtaining  collection 
on  a  student’s  assignment  of  his  right  to  a 
refimd)  are  applicable  only  to  (i)  loans 
originated  on  or  after  the  effective  date 
of  these  regulations  and  (ii)  transfers 
made  on  or  after  the  effective  date  of 
these  r^ulations  with  respect  to  loans 
originated  prior  to  that  date. 

(d)  New  S  177.52(c)  establishes  a  new 
rule  concerning  the  making  of  loans  smd 
shall  therefore  apply  only  to  loans  made 
on  or  after  toe  effective  date  of  the  new 
regulations. 


(Catalog  (rf  Federal  Domestic  Assistance  No. 
13.460  Guaranteed  Student  Loan  Program) 

Gated:  December  10,  1975. 

T.  H.  Bell, 

U.S.  Commissioner  of  Education. 
Aiproved:  January  23, 1976. 

Majorie  Ltnch, 

Acting  Secretary  of  Health. 

Education,  and  W Afore. 

Part  177  of  Title  45  of  the  Code  of 
Federal  Regulations  is  amended  as 
follows: 

§  177.42  [Amended] 

1.  Section  171.42  is  amended  by  ddet- 
Ing  paragnuto  (d)  and  by  redesignating 
paragraph  (e)  as  paragraph  (d) . 

2.  Section  171.44  is  amoided  by  desig¬ 
nating  the  undesignated  paragraph  as 
paragnuto  (a) ,  by  re-designating 
clauses  (a),  (b),  (c).  (d),  (e),  and  (f) 
(and  references  thoreto)  in  such  para- 
graito  as  clauses  (1).  (2)  ,  (3),  (4),  (5), 
and  (6) ,  respectively,  and  by  adding  a 
new  paragraph  (b)  to  read  as  follows: 
§  177.44  Ellg^lty  for  iasnred  loms. 

•  *  •  •  • 

(b)  In  making  a  loan  under  this  part, 
a  lender  which  is  not  an  institutian  ct 


higher  education  or  a  vocational  school, 
acting  in  good  faith  and  in  the  absence 
of  information  to  the  contrary,  may 
rely  upon  the  certifications  provided  by 
an  institution  and  upon  the  assurances 
and  other  information  provided  by  a 
student  pursuant  to  paragraph  (a)  of 
this  section.  A  lender  which,  by  transfer 
or  assignment  pursuant  to  §  177.49  of 
this  part,  obtains  possession  of  a  loan 
which  has  been  made  by  an  educational 
institution  may,  acting  in  good  faith  and 
in  the  absence  of  information  to  the 
contrary,  rely  itoon  the  assurances  and 
information  provided  by  a  student  to 
such  institution  pursuant  to  paragraph 
(a)  of  this  section,  but  such  transferee 
or  assignee  shall  not  be  entitled  to  rely 
upon  the  certifications  provided  by  an 
educational  institution  pursuant  to 
paragraph  (a)  of  this  section  in  the 
making  of  the  loan.  In  making  a  loan 
under  this  part,  a  lender  which  is  not  an 
educational  institution,  but  for  which 
the  conditions  set  forth  in  para^ph  (c) 
of  §  177.52  exist,  acting  in  good  faith  and 
in  the  absence  of  information  to  the  con¬ 
trary,  may  rely  upon  the  assurances  and 
information  provided  by  a  student  pur¬ 
suant  to  paragraph  (a)  of  this  section, 
but  shall  not  be  entitled  to  rely  upon  toe 
certifications  of  toe  educational  institu¬ 
tion  provided  thereunder. 

(20  UA.C.  1077(a)(1),  1078(a)  (2),  1079(a) 
(l).108a(a)(l)) 

3.  Paragraph  177.49(b)  is  revised,  to 
read  as  follows  (it  being  imderstood  that 
references  in  other  places  in  Part  177  to 
f  177.49(b)  refer  to  new  paragraph  (b) 
or  toe  previous  version  depending  upon 
toe  date  of  toe  relevant  loan  transfer) : 

§  177.49  TVanafer  of  insured  loan. 

•  •  •  •  * 

(b)  The  Cmnmissioner  shall  be  noti¬ 
fied  of  any  assignment  of  a  note  insured 
imder  this  subpart  if  the  right  to  receive 
interest  payments  has  also  been  assigned. 
The  borrower  shall  be  notified  of  the 
assignment  of  any  note  insured  under 
this  subpart  if  toe  assignment  results 
in  his  being  required  to  make  installment 
payments  or  direct  other  mattm  con¬ 
nected  with  the  loan  to  another  party. 
Such  notice  to  the  borrower  shaU  ocm- 
tain  a  dear  statement  of  all  of  the  bor¬ 
rower’s  rights  and  obligations,  both  as 
to  toe  assignor  and  the  assignee,  indud- 
Ing  a  statement  regarding  toe  conse¬ 
quences  of  any  payments  made  to  toe 
assignor,  os  any  prior  holder  of  the  loan, 
subsequent  to  reedpt  of  the  notice  and, 
if  applicable,  the  effect  of  the  assign¬ 
ment  on  any  autoorintiem  previously 
signed  by  toe  borrower  with  respect  to 
paymoit  of  refunds  due  under  S  177.63 
of  this  part. 

(20  UA.C.  1079(d) ,  loea(s)  (1) ) 

4.  A  new  1 177A2  is  added,  to  read  as 
fdtowe: 

of 


1177.52  Dturmimmskm  of 
loss  oa  default  rlaiuM 

The  amount  of  loss  to  be  paid  on  claims 
filed  pursuant  to  1 177.48,  for  loans  tor 
vtoich  the  appUcatiem  for  insurance  com- 
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mitment  was  received  by  the  U.S.  Office 
of  Education  prior  to  July  1,  1972  or 
between  August  19, 1972  and  February  28, 
1973  (or,  with  respect  to  claims  based 
on  the  borrower’s  death  or  total  and 
permanent  disability,  for  loans  made 
prior  to  December  15,  1968),  shall  be 
equal  to  the  unpaid  balance  of  the  prin- 
cipsJ  amount  of  such  loan  other  than 
any  interest  or  any  other  charges  which 
nmy  have  been  added  to,  and  become 
part  of,  the  principal  amount  of  the  loan. 
For  loans  for  which  such  iqjplications 
were  received  between  July  1  and  August 
18,  1972  or  after  February  28, 1973  (and, 
with  respect  to  claims  bsised  on  the  bor¬ 
rower’s  death  or  toted  and  permanent 
disability,  for  loans  made  on  or  after 
December  15,  1968),  the  amount  of  the 
loss  to  be  paid  on  claims  filed  pursuant 
to  §  177.48  shall  be  equal  to  the  impaid 
balance  of  the  principcd  and  interest.  In 
determining^  what  amoimt  of  such  bal¬ 
ance  is  unpaid,  the  Commissioner  shall 
take  cognizance  of  legal  defects  affect¬ 
ing  the  initial  validity  or  insurability  of 
the  loan  which  arise  imder  the  Act,  the 
regulations  set  forth  in  this  part,  or  ap¬ 
plicable  State  law.  Subject  to  the  provi¬ 
sions  of  §  177.44(b)  of  this  part,  the  Com¬ 
missioner  shall  deduct  from  the  claim 
any  amounts  included  therein  which  are 
attributable  to  legal  defects  deriving  from 
fraud,  forgery  or  intentional  misrepre¬ 
sentations  on  the  part  of  the  borrower, 
the  educational  institution  or  the  lender 
or  deriving  from  non-compliance  with 
the  statutory  conditions  and  elements 
set  forth  in  sections  425  and  427  of  the 
Act.  In  determining  whether  deductions 
should  be  made  which  are  attributable 
to  other  defects,  the  Conunissioner  shall 
consider  whether  there  is  any  evidence 
of  an  intention  to  mislead  or  defrau<^ 
and  whether  the  lender,  in  making  the 
loan,  failed  to  exercise  care  and  dili¬ 
gence  commensurate  with  prudent  busi¬ 
ness  practices.  In  addition,  the  Commis¬ 
sioner  will  determine  the  amoimt  of  the 
unpaid  balance  in  accordance  with  the 
following  rules: 

(a)  Loans  made  by  lenders  which  are 
not  educational  irutitviions.  If  the  loan 
for  which  a  claim  has  been  filed  was 
originally  made  by  an  eligible  lender 
which  was  not  an  institution  of  higher 
education  or  a  vocational  school,  the  un¬ 
paid  balance  shall  be  the  amoimt  of  the 
loan,  minus  any  payments  which  have 
been  properly  made  to  the  holder  of  the 
loan  by  the  borrower  or  on  the  borrow¬ 
er’s  b^alf .  If,  however,  the  lender  has 
obtained  the  borrowa'’s  authorization  to 
have  the  educational  institution  in  which 
the  borrower  is  enrolled  pay  directly  to 
the  lender  any  refund  from  the  institu¬ 
tion  to  which  the  borrower  becomes  ra- 
titled,  the  lender  must  make  a  diligent 
effort  to  collect  such  refund  prior  to  fil¬ 
ing  the  claim;  if  the  lender  fails  to  make 
such  efforts,  the  Commissioner  will  de¬ 
duct  from  the  claim  any  amount  included 
therein  which  is  attributable  to  such  re¬ 
fund.  If  the  claim  has  been  filed  by  an 
eligible  lender  which  did  not  make  the 


loan,  but  has  obtained  it  by  transfer  or 
assignment,  the  transferee  or  assignee 
shall  not  be  entitled  to  any  payment 
undo:  this  section  greater  than  that  to 
vdiich  the  transferor  or  assignor  would 
be  aititled  under  this  section.  In  par¬ 
ticular,  the  Commissioner  shall  deduct 
from  the  claim  any  amoimts  included 
therein  which  are  attributable  to  pay¬ 
ments  made  by  the  borrower  to  a  prior 
holder  of  the  loan  prior  to,  or  in  the 
absence  of,  proper  notice  of  the  trans¬ 
fer  or  assignment  to  the  borrower  in  ac¬ 
cordance  with  §  177.49(b)  of  this  part. 
If  the  loan  for  which  a  claim  has  been 
filed  was  made  by  an  eligible  lender 
which  is  not  an  educational  institution, 
but  for  which  the  conditions  set  forth 
in  paragraph  (c)  of  this  section  exist,  the 
Commissioner  will  determine  the  amoimt 
of  the  loss  on  such  claim  in  accordance 
with  the  rules  set  forth  in  paragraph 
(b)  (2)  of  this  section. 

(b)  Loans  made  by  educational  insti- 
tulions.  (.1)11  the  loan  for  which  a  claim 
has  been  filed  was  originally  made  by 
an  dlgible  institution  of  higher  educa¬ 
tion  or  vocational  school,  and  the 
has  been  filed  by  such  lender,  the  Com¬ 
missioner  shall  deduct  from  the 
any  amounts  included  therein  which  are 
at^butable  to  either  (i)  a  r^und  (in 
the  amount  calculated  under  S  177.63(e) ) 
which  the  institution  is  obligated  to  make 
pursuant  to  §  177.63  of  this  part  but  has 
not  made:  or  (ii)  any  portion  of  the  pro¬ 
gram  of  study  which  the  student  was  un¬ 
able  to  comidete  due  to  the  institution’s 
termination  of  its  teaching  activities 
during  the  period  of  time  for  which  the 
student  obtained  a  loan  under  this  part. 
If  the  situation  described  in  paragraph 
(b)(1)  (ii)  of  this  section  arises,  the 
lender  shall  not  make  any  effort  to  col¬ 
lect  on  the  loan  from  the  student,  shall 
not  hold  the  loan  during  the  grace  period 
provided  for  in  §  177.4e(d)  of  this  part, 
and  shall  promptly  file  a  claim  pursuant 
to  §  177.48.  The  Commissioner  shall  re¬ 
imburse  the  lender  in  an  amoimt  which 
bears  the  same  ratio  to  the  total  amount 
of  the  loan  as  the  amount  of  the  educa¬ 
tional  services  which  the  student  re¬ 
ceived  before  the  institution  terminated 
its  teaching  activities  bears  to  the  total 
services  which  he  would  have  received, 
during  the  period  for  which  the  loan 
was  obtained,  had  the  institution  not 
terminated  its  teaching  activities.  The 
Commissioner  will  then  determine 
whether,  after  the  grace  period  has  ex¬ 
pired.  the  student  is  obligated  to  make 
siny  r^;)ayments  on  the  loan  and.  if  so. 
in  what  amount. 

(2)  If  the  loan  for  which  a  claim  has 
been  filed  was  originally  made  by  sm 
eligible  institution  of  higher  education 
or  vocatioral  school,  but  the  claim  has 
been  filed  by  another  eligible  lender 
which  obtained  the  note  by  transfer  or 
assignment,  the  Commissioner  shall  de¬ 
duct  from  the  claim  any  amounts  in¬ 
cluded  therein  which  are  attributable  to 
(i)  a  refund  (in  the  amount  calculated 
under  §  177.63(e))  which  the  institution 


became  obligated  to  make,  pursuant  to 
S  177.63  (ff  this  part,  prkM’  to  the  trans¬ 
fer  or  assignment,  but  has  not  made  or 

(ii)  any  paarments  made  to  the  institu¬ 
tion  (or  any  othw  prior  hokl«  of  the 
loan)  which  the  lender  filing  the  da-inn 
authorized  to  be  made  or  knowingly  per¬ 
mitted  to  be  made,  or  which  were  made 
prior  to  or  in  the  absence  of  a  proper  no¬ 
tice  of  the  transfer  or  assignment  hav¬ 
ing  been  sent  to  the  student  in  accord¬ 
ance  with  §  177.49(b)  of  this  part;  or 

(iii)  any  portion  of  the  program  of  study 
which  the  student  was  unable  to  com¬ 
plete  due  to  the  institution’s  termination 
of  its  teaching  activities  during  the  pe¬ 
riod  of  time  for  which  the  student  ob¬ 
tained  a  loan  under  this  part.  The  Com¬ 
missioner  will  not  deduct  from  the  d«im 
an  amount  which  would  be  attributable 
to  a  refund  which  the  institution  became 
obligated  to  make  after  the  date  of  the 
transfer  or  assignment,  but  has  not 
made,  if  the  lender,  prior  to  filing  the 
claim,  has  made  a  diligent  effort  to  ob¬ 
tain  an  assignmmt  from  the  studmt  of 
the  riidit  to  rec^ve  such  refund  and,  if 
the  lendor  received  such  assignment 
’from  the  student,  has  made  a  diligent 
^ort  to  collect  sudi  refund  frtan  the  in¬ 
stitution.  If.  however,  the  student,  prlmr 
to  the  transfer  or  assignment  of  the  loan 
by  the  institution,  had  signed  an  au¬ 
thorization  for  the  institution  to  anfly 
the  refund  to  the  unpaid  balance  of  the 
loan,  the  transferee  or  assignee  must 
make  a  diligent  ^(xt,  prior  to  filing  a 
claim,  to  collect  such  refund  from  the 
institution;  if  the  lender  fails  to  make 
such  effort,  the  Commissioner  win  de¬ 
duct  from  the  claim  any  amount  in¬ 
cluded  therein  which  is  attributable  to  a 
refund  which  the  institution  is  obligated 
to  make.  If  a  lender  holding  a  loan  that 
was  made  by  an  educational  institution 
has  knowledge  that  the  institution  has 
terminated  its  teaching  activities  daring 
the  period  of  time  for  which  the  student 
obtained  a  loan  under  this  part,  the 
lender  .shall  not  make  any  effort  to  od- 
lect  (m  the  loan  from  the  student,  «baii 
not  hold  the  loan  during  the  grace  period 
provided  fmr  in  i  177.46(d)  oi  this  part, 
and  shall  ixomptly  file  a  claim  pursuant 
to  9  177.48;  the  lender  will  be  reimbursed 
an  amount  vdiich  bears  the  same  ratio 
to  the  total  amount  of  the  loan  as  the 
amount  of  the  educational  services 
which  the  student  received  befme  the 
institution  terminated  its  teadiing  ac¬ 
tivities  bears  to  the  total  services 
which  he  would  have  received,  during  the 
period  for  srtiich  the  loan  was  obtained, 
had  the  institution  not  terminated  its 
teaching  activities.  TTie  Commissioner 
will  then  determine  whether,  after  the 
grace  pMlod  has  expired,  the  student  is 
obligated  to  make  any  rq^aymcnts  on 
the  loan,  and,  if  so.  in  shat  amount. 

(c)  Loans  made  by  lenders  havi*o  spe¬ 
cial  relationships  with  edueaUonal  insti¬ 
tutions.  For  purposes  of  this  section,  a 
loan  which  has  been  made  by  a  lender 
which  is  not  an  educatkmal  institution 
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!*ha»  be  treated,  in  accordance  with 
paraffn«h(b)  of  this  section,  as  If  it 
were  a  loan  made  by  an  educational 
institution  and  transferred  to  the  Imder 
on  the  date  of  the  initial  disbursement 
of  the  loan,  in  any  case  in  which  the 
lender:  (i)  has  a  majority  of  its  voting 
stock  held  by  an  educational  institution; 
or  (ii)  has  ccmmon  ownership  or  man- 
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agement  with  one  or  more  educational 
institutions  and  more  than  50  percent  of 
the  loans  made  under  this  part  by  the 
lender  have  been  made  to  students  at 
such  institution;  or  (iil)  has  delegated 
to  an  educational  institution  substan¬ 
tially  all  of  the  functions  and  responsi¬ 
bilities  normally  performed  by  a  lender 
prior  to  making  a  loan,  such  as  inter¬ 


viewing  the  aimlicant  for  the  loan, 
explaining  the  M>pUcant'8  responsibilities 
iinder  the  loan,  obtaining  completion  of 
necessary  forms,  obtaining  necessary 
documentation,  and  (subject  to  S  177.44 
(b)  of  ttiis  part)  verifying  that  the  stu¬ 
dent  is  digible  for  the  loan. 

(20  UB.C.  loeo,  loei(a)  (i) ) 

(VB  Doc.TS-aslS  nied  l-aS-70;8:4«  am] 
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